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When cutting dividends is not bad news: The case of optional stock dividends
Introduction
Since Lintner (1956) , several studies have documented the dividend smoothing phenomena and have reported that managers view dividend stability as one of the most important factors in payout policy. Firms that decrease or omit dividends suffer a severe decline in value (Pettit, 1972 and Aharony and Swary, 1980) . Further, based on a survey of executives, Brav, Graham, Harvey, and Michaely (2005) note that "many of the interviewed executives would like to cut dividends but feel constrained by their historic policy. Some of these firms look for opportunities for a stealth cut in dividends." However, there is little agreement about why firms should smooth their dividends, and Larkin, Leary, and Michaely (2014) find no relationship between firms' dividend smoothing policy and firm value.
This paper provides new evidence on dividend policy by studying optional stock dividends, also called scrip dividends, a mechanism that allows firms to cut cash payouts without a negative market reaction. Since 1983, in France-a major western country with the fifth largest economy in the world and a well-developed corporate sector-firms can offer their shareholders the option to receive dividends in stock rather than in cash.
1 Optional stock dividends provide a valuable framework to further investigate why firms are reluctant to decrease dividends and which investors prefer a cash payout. Specifically, we address the following questions: First, why do firms use optional stock dividends rather than decrease their dividends? Second, why do firms prefer optional stock dividends to paying a cash dividend and simultaneously raising external capital? Third, are investors willing to receive stock dividends instead of cash dividends? Fourth, how do stock prices react to optional stock dividends? Do shareholders value the option to receive nominal dividends that are accompanied by a voluntary decrease in cash dividends?
In the first part of our empirical analysis, we use a unique dataset to study the relationship between firm characteristics and the three-way choice among cash dividends, optional stock dividends, and dividend cuts. We also perform logit analysis to examine the choice between 1 Optional stock dividends lead to substantial capital increases. For example, Veolia Environnement offered annual optional stock dividends from 2009 to 2014, and its capital has increased by 18% over the period, allowing the firm to raise 1.18 billion euros. Bouygues offered optional stock dividends for the first time in 2014 (fiscal year 2013), because its BBB+ credit rating was placed on negative watch. Accepted by 79.1% of shareholders, this option enabled the firm to increase its capital by 5%. Optional stock dividends exist in several European countries, but the institutional settings differ across countries (with respect to, for example, length of the option, reference price, and tax treatment).
paying optional stock dividends and cutting dividends and the choice between paying optional stock dividends and maintaining cash dividends. In the second part of our analysis, we study the market reaction to optional stock dividend announcements and examine the effects of firm characteristics on the CARs on the announcement day. In an analysis novel to the literature, we examine the shareholder decision to takeup stock dividends and the relation between shareholder takeup and firm characteristics. Studying optional stock dividends allows us to highlight the conditions for shareholders to accept and even value cash dividend cuts. We are thus able to investigate whether flexibility to decrease cash dividends creates shareholder value and under which circumstances value is created.
A number of theoretical models have implications for the choice and consequences of optional stock dividends, which are reviewed in detail in section 3. We examine three hypotheses. First, we predict that the choice of optional stock dividends allows a firm to continue paying dividends when the firm is short of cash or equity. Firms that are the most committed to paying dividends are thus more likely to resort to paying optional stock dividends instead of cutting dividends when they are facing difficult financial times. In contrast to stock repurchases, which are characterized by substantial flexibility for firms, dividends are a commitment to the future. Firms have an implicit contract to distribute cash to shareholders (Myers, 1993) . A dividend payout is the preferred payout method when the potential for wasting free cash flow is likely to be high. However, by using dividends rather than repurchases, managers have less freedom to adjust payouts for the firm's investment needs and economic downturns. They lose financial flexibility, the importance of which has been well documented (e.g., Jannagathan, Stephens and Weisbach, 2000) . To compensate for the lack of flexibility associated with dividends, firms can issue new equity; however, seasoned equity offerings (SEOs) are costly and dependent on market conditions (Bayless and Chaplinsky, 1996) . By choosing optional stock dividends, a firm is committed to paying the total announced dividend, and it must disburse the total amount if all shareholders opt for cash but saves cash if some shareholders opt for stocks.
Second, optional stock dividends are a cheaper way to issue equity rather than using independent SEOs, and they should be used especially during periods of economic downturns when SEOs are rare and when banks are reluctant to take the risk of underwriting them. Optional stock dividends allow firms to issue new shares directly to shareholders without the help of an investment bank (e.g., Scholes and Wolfson, 1989 and Masulis, 1992 , for US drips).
Hence, they save underwriter fees and avoid the negative signal of a new equity offering, and the discount is comparable to that observed in public offerings in France. This discount is earned by current shareholders who opt for stock dividends, whereas it is earned by external investors in public offerings. The direct cost of the stock dividend option therefore appears to be comparable to or lower than the cost of underwritten offerings.
Third, optional stock dividends may have implications for the ownership structure of firms and may trigger wealth effects for current shareholders. According to Brennan and Thakor's (1990) model for the choice between repurchases and dividends, better-informed shareholders may be able to take advantage of their superior information to opt for stock when it is worth more than the offer price and to opt for cash when it is worth less. Because of the fixed cost of collecting information, large shareholders should be more willing than small shareholders to choose stock dividends. Optional stock dividends can also be viewed as a mechanism that can help managers increase the percentage ownership of shareholders with high valuation of their firm (e.g., Ang and Kraizberg, 2004) , as such high valuation shareholders are more likely to be long-term shareholders. Several studies show that investor horizons are important for financial decisions (for example, Bushee, 1998 , Graham, Harvey and Rajgopal, 2005 , Derrien, Kecskes and Thesmar, 2013 . According to these views, the takeup of stock in optional stock dividends should increase with the fraction of the capital owned by informed and/or long-term shareholders, either blockholders or institutional investors.
In this paper, we use a hand-collected dataset of 288 French firms for the 2003-2012 period (2729 firm-years) to analyze the decision to pay optional stock dividends in a tax-neutral environment. First, we find that mature, highly leveraged firms with a liquid stock market and a large percentage of their capital held by institutional investors offer optional stock dividends to their shareholders when they are short of cash. These firms are the most committed to paying dividends, and optional stock dividends provide them with an opportunity for a stealth cut in dividends during economic downturns. By contrast, firms with large blockholders, who are known to be effective monitors, less frequently use the option to pay dividends in stock. These results support the monitoring hypothesis: firms that are the most subject to the agency costs of free cash flows are the most likely to use optional stock dividends to maintain nominal dividends.
Second, we find that optional stock dividends are used primarily during recession periods, when SEOs are expensive and are associated with a large discount. Offering optional stock dividends resembles a small rights issue with nontransferable rights, as only current shareholders are able to subscribe to new shares and as the capital increase is limited to the subscriptions. Optional stock dividends are therefore a low-cost alternative to SEOs.
We further investigate how shareholders approve and value optional stock dividends.
Optional stock dividends provide us with a unique opportunity to measure the preference of shareholders for stock rather than dividends. Shareholders have to approve the mechanism during the general meeting in which they approve a firm's annual results and dividend payment.
The stock dividend option has to be presented and adopted as a specific resolution. Shareholders overwhelmingly approve optional stock dividends at general meetings, and more than half of them volunteer for stock dividends instead of cash dividends. In contrast to dividend cuts, they do not view optional stock dividends as bad news: we document a positive market reaction on the announcement day of optional stock dividends and find that shareholders value nominal dividends as if they were cash dividends for the total amount. Our results suggest that the monitoring effect of optional stock dividends is linked to the commitment to pay dividends and not to the cash payout itself. We further find that the takeup increases with the fraction of capital held by institutional investors, who can be viewed as informed investors, and by blockholders, who can be viewed as long-term investors. These findings suggest that optional stock dividends are offered when a firm's stock is underpriced on the market.
A small body of empirical literature focuses on optional stock dividends. Lasfer (1997) investigates optional stock dividends in the UK over the 1987-1992 period. During this period, stock dividends are not subject to the advanced corporation tax that is payable on cash dividends, and the study results reject the tax motivation for the choice to pay optional stock dividends. Jacquillat (1992) investigates informational effects related to optional stock dividends in France, and Jacquemet (1998) proposes and tests a valuation model for the option to take dividends in stock. However, both papers examine a period that includes several years (1989 to 1992) , during which optional stock dividends enjoyed a tax benefit for French firms.
Also related to our study are a few papers that analyze tax motivations for different classes of shares that offer access to either stock or cash dividends but that do not offer options for both. Ang, Blackwell, and Megginson (1991) study British investment trusts with one class of shares entitled only to stock dividends and another class entitled to cash dividends. They find that after the tax advantage of stock dividend shares is eliminated, investors express a preference for cash dividend shares and convert all stock dividend shares into cash dividend shares. Similarly, Hubbard and Michaely (1997) examine the case of Citizens Utilities Company, which also offers two classes of stock, one that pays cash dividends and one that pays stock dividends. They find that the relative price of both classes varies over time and does not adjust to changes in relative taxation. However, these papers rely on tax differences between stock dividends and cash dividends, whereas our paper is based on a tax-neutral environment.
Our paper is also related to the literature on dividend reinvestment plans 2 (Scholes and Wolfson, 1989 , Bierman, 1997 , and Chiang, Frankfurter and Kosedag, 2005 and traditional stock dividends, which are offered to all shareholders on a pro-rata basis. Within this literature stream, Lakonishok and Lev (1987) find evidence showing that stock dividends provide a temporary substitute for cash dividends for firms that are unable to pay cash dividends, whereas other authors view stock dividends, similar to stock splits, as a way to keep the stock price within an acceptable trading range (He, Li, Shi and Twite, 2012) or as a device to increase stock market liquidity (Copeland, 1979) . Stock dividends are viewed as good news for shareholders (Grinblatt, Masulis and Titman, 1984) , similar to optional stock dividends. However, they do not permit one to observe the decision of shareholders between stock and cash.
The remainder of the paper is organized as follows. In section 2, institutional settings are presented. Section 3 reviews various theories that have implications for the decision to pay optional stock dividends and develops testable hypotheses. Section 4 describes our data and explains the construction of various variables that are used in the study. Section 5 reports our findings concerning the reasons why firms use optional stock dividends. Section 6 provides evidence on the market reaction to stock dividend announcements and on the shareholder decision to choose stock rather than cash. Section 7 presents several robustness tests, and section 8 concludes.
Institutional settings for the stock dividend option in France
Since the law of 1983 (n°83-1 -3 January 1983), French firms have been allowed to pay dividends in either cash or stock. Firms have no tax motivation for optional stock dividends in France, as, since 1993, both stock and cash dividends are taxed similarly. The option has to be decided each year. At the annual general meeting approving the payment of a dividend, a separate resolution giving shareholders the option to payout dividends in either cash or newly created shares thus has to be approved. Shareholders have to define the new share issue price.
According to the current legislation, this issue price must exceed 90% of the average closing 2 DRIP plans are not standardized, and they may differ from one company to another. In general, they are only for the shareholders of record of a company, they permit investors to make voluntary cash payments directly into the plans, and some plans offer a discount. Shares sold through DRIPs are usually purchased in the secondary market. The costs of a DRIP are generally met by the contribution from participants in the form of a commission on the purchase of shares in the secondary market. Under an optional stock dividend scheme, the shares are issued and allotted directly by the company, without charge to investors. stock price over the 20 trading days prior to the general meeting, less the net amount of the dividend to be paid. In practice, firms tend to apply an exact 10% discount on the reference stock price. In 2009, more than 25% of the firms belonging to the CAC40 index (the major French index) used optional stock dividends.
The timing of the stock dividend option is voted on during the general meeting.
Shareholders agree on the conversion period, starting from the ex-dividend date, during which they can individually opt for a dividend in cash or in stock for the total amount of their dividend and decide on the date of the dividend payment at which, when appropriate, new shares are to be issued and can be sold. Stock dividends can thus provide valuable options for shareholders, who can decide whether to invest given the available price information on the last date of the conversion period.
3 However, shares are only available at the dividend payment date.
Shareholders exercising their option receive the nearest whole number of shares less than or equal to the product of the net dividend per share (DPS) and the number of shares held, divided by the new share issue price. 4 Unlike traditional stock dividends, which are not taxable, stock dividends received as part of the optional mechanism follow the same taxation rules as cash dividends.
Thus, every shareholder can choose whether to receive a dividend in stock or in cash.
Moreover, the stock dividend option only applies to dividends for the past fiscal year. However, the option can concern all or part of dividends. 5 Despite being inherently similar to SEOs, stock dividends are not subject to SEO regulation. The stock dividend decision has to be made at the ordinary general meeting (a majority of 50%), whereas SEOs are authorized at the extraordinary general meeting (supermajority of 2/3). Registration by AMF and information regulation for SEOs are not applicable to optional stock dividends. Finally, in contrast to the accounting of traditional stock dividends for which firms reduce their retained earnings account and increase their common stock account, the accounting of optional stock dividends acknowledges the distribution of a cash dividend and reinvests the amount. The accounting treats an optional stock dividend as a cash dividend plus a SEO.
To illustrate the optional stock dividend process, let us take the example of SANOFI in 2011. In the annual report, the firm managers expressed their willingness to offer shareholders the stock dividend option to retain part of the 5.7 billion euro net profit realized in 2010. In the Figure 1 presents the timeline of the optional stock dividend process for Sanofi. Figure 2 , which was taken from the Sanofi website in 2014, shows that the firm presented its DPS history without mentioning that part of the dividend in 2010 was paid in stock.
Hypotheses and predictions
Paying optional stock dividends instead of cash dividends allows a firm to payout a dividend while preserving cash equal to the fraction of the total dividend that shareholders choose to receive as stock. The first question that arises is, why would firms offer shareholders an option for stock dividends to save cash rather than directly retaining earnings? If all shareholders choose stock dividends, the result is equivalent in terms of cash flow and stock equity balance to the firm retaining earnings. However, retaining earnings saves on taxes and transaction costs, specifically the administrative cost of running the stock dividend option and the transaction costs of reselling shares in the secondary market.
We first explore the monitoring hypothesis that firms prefer offering optional stock dividends rather than cutting dividends as a CEO monitoring device. Our second hypothesis posits that optional stock dividends provide an alternative way for firms to raise equity.
According to our third hypothesis, optional stock dividends provide firms with a way to increase the proportion of long-term shareholders.
Optional stock dividends as a monitoring device
Offering optional stock dividends to shareholders allows firms to avoid cutting dividends while saving cash. Cutting dividends may not be an acceptable option for a large fraction of firms, given the observed inflexibility in corporate dividend policies and the negative market reaction to the reduction or omission of dividends. Several models explaining dividend smoothing policies are based on information asymmetry (for example, Kumar, 1988 and Guttman, Kadan and Kandel, 2010) . However, these models predict that the firms that face a higher degree of information asymmetry (younger, with growth options and high intangible assets) should be more likely to smooth dividends. Leary and Michaely (2011) find the opposite result, i.e., firms suffering from information asymmetry smooth dividends less than other firms.
Empirical results provide much more support for agency-based models. In these models, smoothed dividends are used to control the agency costs of free cash flow. According to Easterbrook (1984) , paying high dividends forces firms to constantly stay in the market for capital, which allows current investors to monitor firm managers. By smoothing dividends, firms will continually expose themselves to the discipline of external financial markets and reduce agency costs. Easterbrook (1984) predicts that firms that simultaneously pay dividends and issue equity have higher stock value relative to other stocks. Dividends are useful as long as they force firms to go onto the market. As growth firms regularly raise capital, paying dividends would not help reduce agency costs. Dividends thus play a monitoring role for older and more mature firms, with less need for capital, by forcing them onto the market.
Institutional investors are particularly qualified as monitors. Allen, Bernardo, and Welch (2000) indicate that managers pay dividends to keep institutional investors with monitoring abilities among their shareholders. High-quality firms prefer institutions to hold their stock because these stockholders are better informed and have a relative advantage in detecting highquality firms. Low-quality firms do not have an incentive to mimic because they do not wish their true value to be revealed. In addition to reducing agency costs, other reasons for institutions to hold dividend-paying stocks are the associated tax status and the restrictions in certain charters (for example, the "prudent man" standard) that caused many institutions to avoid holding shares that did not pay dividends. Brav and Heaton (1998) indicate that dividendomitting firms underperformed only after the ERISA Act of 1974 took effect, which subjected private pension fund managers to a strict "prudent man" rule, and that many institutional investors have stopped holding stocks that omit dividends in the post-ERISA sample period.
The Allen, Bernardo, and Welch (2000) model supports dividend smoothing. Firms that pay dividends are unlikely to reduce the amount of their dividend because their clientele (institutions) are precisely the type of investors that will punish them for dividend cuts. Thus, they keep their dividends relatively smooth. Larkin, Leary, and Michaely (2014) empirically confirm that smoothing firms attract an institutional investor clientele.
According to the monitoring view, firms held by large shareholders are well monitored, and they do not require continuous exposure to the market for discipline. They can choose their dividend policy based on the primary cash needs of their shareholder and control considerations. Hege et al (2012) find that a large proportion of French family blockholders use leveraged pyramids and need cash dividends to service their debt. These firms should be less willing to offer optional stock dividends.
Optional stock dividends are therefore a device for firms that are suffering from a reduction in their earnings or their cash, but that are committed to paying a dividend to satisfy their investors' clientele. They allow firms to display a dividend payout while saving cash. Our prediction is that firms that use optional stock dividends are the most committed to paying dividends and those that benefit relatively more from direct monitoring by shareholders, i.e., mature firms, with a large fraction of their capital owned by institutional investors.
Our first hypothesis:
Optional stock dividends play a role as a monitoring mechanism: firms are committed to paying the total dividend amount if all shareholders choose cash, and shareholders (and not managers) decide on the magnitude of the decrease in the cash payout.
Optional stock dividend as an alternative method for issuing new equity
Offering optional stock dividends resembles a small rights issue. If all shareholders take the dividend in stock, the firm is left with as much cash as if it had paid a cash dividend and then clawed it back from the same shareholders via a rights offering.
Firms using optional stock dividends could also pay cash dividends and independently raise equity before or after the dividend payout. However, the cost of an independent SEO may be larger than the cost of an optional stock dividend, at least during certain periods. Firms intending to issue new equity incur several direct and indirect costs. According to Eckbo et al (2007) , expected flotation costs include the underwriter spread and out-of-pocket expenses (e.g., listing fees, fees to law firms and accountants, advertising, and management time devoted to the issue process), expected underpricing, the probability of offer cancellation multiplied by the expected cost of cancellation, and the negative stock price reaction to the announcement of the SEO. Many of these flotation costs substantially vary with market conditions. For example, the probability of cancellation and underpricing required to sell equity is higher during bear market periods. The market reaction to SEO announcements is also likely to be more negative during recession periods.
Issuing equity through optional stock dividends provides firms with a way to save a large part of these flotation costs. Even if the stock dividend option incurs some administrative costs, the costs of underwriting and the expected cost of cancellation, which are the largest part of the direct costs, are avoided. These costs vary according to period and country. Eckbo and Masulis (1992) find that the average direct cost of the firm commitment offering as a percent of the total issue proceeds is 6.09%. In France, Ginglinger, Matsoukis and Riva (2013) report an average cost of 3.13%, ranging from 2.55% for uninsured rights issues to 4.54% for public offerings.
Further, for optional stock dividends, the potential negative market reaction to SEOs is avoided.
Indeed, the Myers and Majluf (1984) adverse selection problem is reduced, as only current shareholders subscribe to new shares, even if some wealth transfer may occur between shareholders choosing stock dividends and those opting for the cash dividends.
Compared with SEOs, optional stock dividends can provide better or worse monitoring. On the one hand, Easterbook (1984) argues that new investors are better monitors than current shareholders, as they do not suffer under the collective choice disabilities. New investors will not buy new stock unless they can examine manager behavior and unless they can be compensated for the agency cost in the form of a lower subscription price. Underwriters of stock are also suppliers of the certification of firm value. In optional stock dividends, only current shareholders subscribe, and there is no underwriter: the monitoring effect is thus alleviated to a greater extent for optional stock dividends compared with independent SEOs.
Therefore, optional stock dividends should only be used when SEOs are too expensive or unavailable.
On the other hand, optional stock dividends can be viewed as a way to raise capital with reduced agency costs. Shareholders authorize the use of optional stock dividends each year when they decide on dividends, whereas SEOs are authorized by general resolutions, for as long as 5 years. According to Holderness (2013) , the absence of a shareholder decision just before each SEO may explain the negative market price reaction to SEOs, as there is no close control over the opportunity for the equity offering. Optional stock dividends provide firms with a way to raise capital over time, as such dividends lead to small SEOs each year, which reduces the information asymmetry between managers and shareholders through the regular public disclosure of information. Optional stock dividends can thus also be viewed as a type of stage financing. 6 Further, each shareholder can choose to participate and receive stock instead of cash, which is comparable to a rights issue. In this view, optional stock dividends constitute the best monitoring device, as the capital increase will be limited to the amount that shareholders accept to take as stock.
The main cost associated to optional stock dividends is the discount offered to shareholders opting for stock dividends, the average of which is 8.3% (the legal maximum is 10%). This discount is larger than the discount documented by Corwin (2003) for US SEOs (a 3% discount for firm commitments in the 1990s). In France, the discount varies according to the flotation method. For example, Ginglinger et al (2013) find a 21.37% discount for standby rights issues and 5.2% for public offerings. Discounts in rights offerings should be offset by the value of rights for shareholders. However, several studies document that shareholders who sell their rights suffer a substantial loss because the market for rights lacks liquidity (see, e.g., Massa, Vermaelen and Xu, 2013) . Further, according to Corwin (2003) , the discount increases with stock market volatility and with the increase in shares outstanding (which depends on the stock price for the given proceeds). In bear markets, volatility is high, and the stock price low, and both of these variables increase the discount of shares in traditional SEOs. During such periods, the discount in optional stock dividends may be lower than the discount in SEOs.
Our second hypothesis is that French firms will use optional stock dividends when they are unable to raise equity on the market at an acceptable cost. Firms will save flotation costs, avoid the usual negative announcement effect of SEOs, and allow the discount to be earned by the current shareholders opting for stock dividends.
Ownership and wealth effect around optional stock dividends
Firms may offer the option to pay stock dividends to reinforce the weight of long-term high valuation investors. In perfect capital markets, the investment horizon of investors does not matter, as a firm's stock price always equals its fundamental value and as arbitrage makes payout policy irrelevant for stock prices (Miller and Modigliani, 1961) . However, the investment horizon matters if stocks are mispriced. Short-term investors may want to sell their shares before the mispricing is corrected, whereas long-term investors are able to wait until the stock price returns to its fundamental value. Several studies have indicated that investor horizons are important for financial decisions. For example, short-term investors have been shown to influence managers to reduce R&D expenses (Bushee, 1998) , to invest less (Derrien, Kecskes and Thesmar, 2013) , and to prefer short-term projects (Graham, Harvey and Rajgopal, 2005 An additional interpretation of the optional stock dividend mechanism related to informed investors can be put forward. As Barclay and Smith (1988) and Brennan and Thakor (1990) suggest for the choice between repurchases and dividends, when cash dividends are paid, informed and uninformed investors receive a pro-rata amount. When the stock dividend option is available, better-informed shareholders may be able to take advantage of this information to opt for stock when it is worth more than the offer price and to opt for cash when it is worth less. 7 Because of the fixed cost of collecting information, large shareholders will have a greater incentive than small shareholders to become informed. Hence, large shareholders should be more willing to choose stock dividends than small shareholders. The takeup of stock in optional stock dividends should increase with the fraction of the capital owned by informed shareholders-whether blockholders or institutional investors.
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In addition to information asymmetry, as many firms that offer optional stock dividends provide stock at a discount, paying optional stock dividends may trigger wealth transfer between shareholders who prefer cash and those who are willing to subscribe to stock dividends, with the latter receiving the discount. The discount may also attract arbitrageurs.
Some funds (e.g., index trackers) are unwilling to take the stock dividend option because their holdings would become larger than their investment guidelines permit. In such instances, stock can be lent out, and the borrower can choose the stock and sell the newly issued shares in the market. The proceeds from selling the shares are then used to pay the lender the cash dividend that they have forgone by lending the shares. The borrower makes a profit equal to the difference between the market value of the shares and the cash dividend, less the stock lending fee.
The market reaction to optional stock dividends should reflect the costs and benefits of the stock dividend option. On the one hand, informed trading and arbitrage strategies may be detrimental to current shareholders. On the other hand, offering optional stock dividend rather than cutting dividends or raising equity at a higher cost may represent a positive signal and may be beneficial to current shareholders. Further, one of the main benefits of optional stock dividends is that by giving shareholders the choice between cash and stock, optional stock dividends render shares more attractive to a wider clientele. We predict that the benefits are larger than the costs, leading to a positive market reaction.
Our third hypothesis can be declined as follows:
-Stock dividend takeup should increase with the proportion of informed and/or long-term shareholders, whether institutional investors or blockholders.
-Stock dividend takeup should also increase with the liquidity of the stock market, which favors arbitrage strategies.
-The market reaction to optional stock dividends should be positive.
Sample
Our primary data source for dividend payments is the EUROFIDAI-OST database, which provides unique and detailed historical data on cash and stock dividends paid by French firms.
We select firms listed on the CAC All Tradable index (former SBF 250) for the [2003] [2004] [2005] [2006] [2007] [2008] [2009] [2010] [2011] [2012] period. 9 The aggregate market value of these firms represents on average (median) 92.5%
(93.0%) of the market capitalization of all public firms in France. Excluding hedge funds from our sample, 10 we further obtain data on 2033 dividend payments initiated by 288 firms, including 168 cases of optional stock dividends. For each stock dividend payment option, the expiry date of the conversion option is manually extracted from either the Factiva database or firms official reports. We are able to identify all characteristic dates for 148 optional stocks dividends; however, the expiry date of the conversion option is not available for the remaining 36 observations. In addition, the Eurofidai database allows us to extract, for each observation, the total DPS, the reinvested DPS, and the issue price for new shares.
We complete our data by using vote results from firm shareholders' meetings. Because the Eurofidai database alone only allows us to sort between cash and stock dividends, we use Datastream data types to identify absences of dividends. In other words, we crossreference the two databases to identify listed firms that choose not to pay a dividend to their
shareholders. In addition, we exclude from our sample all observations prior to a firm's first dividend payment. 11 To prevent the effect of potential outliers, all variables are winsorized at the 5 th and 95 th percentiles. For the same fiscal period, we also extract ownership data from the Thomson One Banker database for the CAC All Tradable firms.
9 Very few French firms use optional stock dividends outside the CAC All tradable index. 10 Excluding all financial firms reduces the sample size too much. Keeping in mind their singularities, especially in terms of cash and leverage management, we thus decide to include them in our sample,and only exclude hedge funds. 11 We identify a dividend initiation as the first strictly positive DPS reported in Datastream. shareholders chose to receive their dividend in stock for firms using the option, the capital would have increased by 4.2% (median 3.6%). The average subscription rate (shareholder takeup) is 54.8% (median 63.1%), which means that more than half of the shareholders choose stock rather than cash. Moreover, the actual mean capital increase is 2.3% (median 2%), and the mean discount at the end of the conversion period is 8.5% (median 8.1%). The conversion period (from ex-dividend day to the last day when the choice for stock is possible) lasts on average 19.06 days (median 17 days), and the conversion to issue date (date when shareholders can sell their stock dividend) period lasts 11.56 days (median 11 days). At the issue date, the discount is still 8.5% on average (median 7.9%).
We construct variables for firm profitability, size, cash holding, leverage, payout ratio, dividend yield, market-to-book ratio, stock return volatility, liquidity, and ownership by following the standard procedures in the literature. The variable construction and sources are described in the Appendix. Table 2 reports the summary statistics and univariate comparison of various firm characteristics across the three categories of dividend payments: cash dividends, optional stock dividends, and dividend cuts (omissions or dividend cuts by more than 30% for former dividend-paying firms). Firms offering optional stock dividends are larger, more frequently belong to the SBF120 index (largest French listed firms), and have a lower market-to-book ratio, less cash, and more debt than firms offering cash dividends only. The results in Table 2 also suggest that firms offering optional stock dividends have a higher dividend yield and a higher median payout ratio than firms offering cash dividends only. These firms are large, mature firms, which typically have an implicit contract to pay smoothed cash dividends.
Institutional investors hold a larger fraction of the capital of these firms, and these firms are less frequently closely held: the largest shareholder holds 32.3% of the capital for optional stock dividend payers, whereas the largest shareholder holds 39.7% of the capital for cash dividend payers. Further, optional stock dividends are more frequently used during recessions: the mean GDP variation during the year that the dividend is offered is 1.1% for cash dividends and 0.6% for optional stock dividends. 
Why do firms use optional stock dividends?
In this section, we investigate whether the institutional variables and firm characteristics discussed in sections 2 and 3 influence the likelihood that firms use optional stock dividends.
French firms can choose to pay an optional stock dividend rather than cutting dividends or paying a cash dividend. Each firm faces this discrete choice each year during the sample period.
To examine the factors driving the payout choice, we first estimate a multinomial logit model.
The choice set consists of a dividend cut, a cash dividend, and an optional stock dividend. We limit our sample to firms that paid at least one dividend over the period and exclude all observations prior to the initiation of dividends. Our sample thus comprises 274 unique firms, with a median number of 9 observations per firm. We assume that there is no natural ordering of the alternative payout channels. In a second step, we estimate several binomial logit models to investigate which factors determine the choice for cash dividend-paying firms between cutting or omitting dividends and paying optional stock dividends or between paying cash dividends and paying optional stock dividends. Because clustering effects could bias the statistical significance of the results owing to time series dependence (residuals for a given firm could be correlated over time), in estimating our regressions, we adjust the standard errors for clustering by firm. Table 3 reports the multinomial logit regression results. Our first hypothesis posits that optional stock dividends are used by the firms that are the most committed to paying dividends.
Further, the likelihood of offering the stock dividend option should increase for dividendpaying firms when they experience difficulties paying cash dividends. In Table 3 , our results highlight that highly leveraged firms with low cash reserves and a higher past dividend yield have a higher probability of choosing optional stock dividends than cash dividends (which is the baseline category). By contrast, small firms with high leverage and negative income variation are more likely to cut dividends than to pay cash dividends.
In addition, the coefficient for institutional ownership is positive, suggesting that as institutions have a preference for dividends, optional stock dividends provide a mechanism to meet their expectations when a firm is short of cash. By contrast, the coefficient for the variable largest shareholder is significantly negative, suggesting that closely held firms offer optional stock dividends less frequently than other firms. Unlike in the US and the UK, where dispersed ownership predominates, in France, a considerable proportion of listed firms are closely held, reflecting ownership by multiple family branches that may have continued for decades. These large blockholders monitor the firm well; thus, these firms can choose a dividend policy without the need to use cash dividends as a monitoring device. Control considerations may deter these firms from offering optional stock dividends. Overall, these results suggest that firms that are committed to paying dividends are the most likely firms to use optional stock dividends when paying cash dividends becomes difficult.
According to our second hypothesis, firms will use optional stock dividends when they are unable to raise equity on the market at acceptable conditions. The results show that the recession dummy and the SEO discount variable are each significantly positive, suggesting that the likelihood that firms use optional stock dividends increases during economic downturns.
However, because of multicollinearity, we cannot include both variables in a single regression. Table 4 reports the binomial logit regression results. Panel A presents the regression results regarding how firms choose between dividend cuts and optional stock dividends. The sample comprises OSD paying firms and dividend cutters (omissions or dividend decreases by more than 30% for former dividend paying firms) and the dependent variable is a dummy that equals 1 in case of an OSD payment and 0 otherwise. The results show that net income variation and debt increase the likelihood that firms use optional stock dividends rather than cut dividends:
firms offering optional stock dividends need equity to rebalance their capital structure but these firms are in a much better position than those that reduce their dividends in terms of their net income. Additionally, the coefficients for size and institutional ownership are positive,
suggesting that large firms held by institutional investors-those that are the most committed to paying dividends-prefer to offer optional stock dividends than to cut dividends. By contrast, closely held firms prefer cutting dividends to offering optional stock dividends. These firms are reluctant to issue new shares for control considerations, and they do not require dividend smoothing as a monitoring device. Moreover, the coefficient for the Amihud illiquidity factor is negative, suggesting that more liquid firms prefer offering optional stock dividends to cutting dividends.
Panel B reports the regression results that examine how firms choose between cash dividends and optional stock dividends, and the results confirm the findings highlighted by the multinomial logit analysis. In particular, the coefficients for debt, recession, past dividend yield and institutional investors are positive, suggesting that leveraged firms that offer high dividend yield and are held by institutional investors are more likely to use optional stock dividends during recession periods. Further, closely held firms prefer cash dividends.
To provide further evidence on the characteristics that are important in firm's decision to use optional stock dividends, we perform several tests on matched samples based on size, year and industry characteristics (Table 5) . We are able to obtain 286 (106) observations from 143 (53) unique pairs of matched firms for the choice between optional stock dividends and cash dividends (dividend cuts). We rerun our binomial logit regressions restricted to the matched samples and broadly confirm our previous results.
Overall, the evidence supports the view that firm characteristics have an important influence on the choice to offer optional stock dividends. Specifically, a stronger commitment to paying dividends when a recession occurs or when high leverage increases the need for equity is associated with a greater likelihood of offering optional stock dividends.
Market reaction and shareholder choice

Announcement effects
In this section, we examine equity market reactions to optional stock dividend, cash dividend, and dividend cut announcements. Our sample comprises all dividend announcements between 2003 and 2012, and we restrict our sample to events in which the announcement date is a nonmissing trading date. Daily abnormal returns are computed by using the market model for CAC All Tradable index, and market model parameters are estimated over 250 trading days ending 11 trading days before the dividend announcement. Table 6 , Panel A, reports the CAR results on the announcement days. We observe that the stock price drops significantly at the announcement of a dividend cut. On average, the CARs in the [-1,0] event window are -0.68%.
By contrast, CARs are significantly positive at the announcement of an optional stock dividend, +0.59%, although they are not significantly different from CARs for traditional cash dividends (+0.64%).
We then run multivariate regressions with CARs on the dividend announcement day as the dependent variable and report the results in Table 6 , Panel B. Our variable of interest is the optional stock dividend dummy. We run regressions on two subsamples: (1) optional stock dividends and dividend cuts and (2) optional stock dividends and cash dividends, regardless of the DPS variation. On average, after we control for the variation of dividends and other firm characteristics, optional stock dividends experience a 1.5% larger market reaction than dividend cuts (Table 6 , Panel B, OLS regressions, models 1 to 3). The market reaction to optional stock dividends does not appear to be different from the market reaction to cash dividends (Table 6 , Panel B, OLS regressions, models 7 to 9). Our models are estimated on the implicit assumption that the optional stock dividend dummy is exogenous. However, this dummy may not be exogenous, and the OLS estimates for the coefficients for the endogenous method dummies may therefore be inconsistent. Firms that may incur a more negative market reaction from cutting dividends are likely to prefer optional stock dividends. Therefore, we employ two-stage least-squares regressions to account for endogeneity. The first stage uses the independent variables presented in Table 4 . The results of the second stage are reported in Table 6 , Panel B, models 4 to 6. Once we control for endogeneity issues, we find that the stock market reacts 4% more favorably to optional stock dividend announcements than to dividend cut announcements.
The announcement effect does not differ between optional stock dividends and cash dividends.
Our evidence is consistent with our prediction that optional stock dividends are not bad news for shareholders: shareholders are willing to receive lower cash dividends if the firm is committed to paying the total amount of announced dividends. Further, the market reaction is positive, whereas the CARs at the announcement of a SEO are usually negative. The announcement of an optional stock dividend is therefore better news than the announcement of a dividend cut (even if the firms save on average half of the cash) and better news than the announcement of paying the total dividend and raising equity.
Shareholder takeup
Are shareholders willing to receive stock instead of dividends? This question has broad interest, as shareholders rarely have the choice between stock and cash dividends. In our setting, we can directly observe shareholders' willingness to receive stock dividends. First, on average, at the shareholders' general meeting, the percentage vote in favor of optional stock dividends is 98.48%, which is slightly lower than but not significantly different from the percentage vote in favor of cash dividends (98.1%). However, this percentage vote is significantly larger than the percentage vote in favor of SEOs with rights (94.7%) and SEOs without rights (85.6%).
We are able to observe shareholder takeup, which measures shareholders' willingness to receive stock instead of cash. Shares are proposed with a mean 8.5% discount (median 8.1%).
The mean shareholder takeup is 55.4% (median 63.1%). Table 7 , Panel A, reports the values of takeup for several classes of discount. The takeup varies from 54.6% to 65.3% (with a median of 61.4% to 68.6%) as long as the discount is positive at the end of the conversion period. Even when the discount is negative, the takeup is still positive, with a mean of 35.2% (median 23.6%).
These findings suggest that shareholders do not choose stock dividends to obtain a pure arbitrage gain.
We run multivariate regressions with takeup as the dependent variable and report the results in Table 7 In section 5, we find that closely held firms are less likely to use optional stock dividends.
However, once they have decided to use the optional stock dividend mechanism, blockholders subscribe to the new shares to avoid diluting their control and to use their positive information about the prospects of the firm. The takeup is largest the first time that the firm offers the option, and it decreases in the years that follow. Further, the takeup is larger when the market for the stock is more liquid and when the period from the general meeting to the ex-dividend day is longer, suggesting that shareholders have more time to decide and a better ability to trade on the stock.
Stock market reaction and abnormal volumes at the conversion and issue dates
To further investigate market consequences of the optional stock dividend choice, we examine the stock market reaction and abnormal volumes at the end of the conversion period and around the effective payment date. Trading volumes are obtained from the Thomson Reuters Worldscope database, and daily abnormal volumes are computed by using an event study approach based on a mean model. We use the natural logarithm of volumes to compute both daily and mean trading volumes. To avoid any potential overlapping with OSD-related events (announcement, ex-dividend date), mean trading volumes are estimated over a 250-day period, ending 11 days before the announcement of an OSD payment. Daily abnormal volumes are computed as the difference between trading volumes on a given date, and the relevant mean trading volumes.
In Table 8 , we report the average abnormal returns for the two-day event window, day -1 and 0, where 0 is the end of the conversion period (the last day when shareholders can opt for stock dividends). The two-day average abnormal return at the end of conversion period is -0.571%, and the two-day abnormal volume is 0.741, both of which are statistically significant at the 1% level. At the effective payment of the dividend, when the new shares are listed on the market, the effect on abnormal returns for the period (-1,0) is not significantly different from zero, although our results exhibit abnormal volumes (0.437 to 0.442 depending on the specification) for the same period. However, we find an abnormal return of -0.29 and an abnormal volume of 0.648 for the period (1,2). These results suggest that some shareholders who opt for stock dividends at the end of the conversion period are simultaneously sellers of the stock on the market on the same date and that some of them sell their shares after they are listed. These findings suggest that even if optional stock dividends seem to be attractive to longterm shareholders, they also attract arbitrageurs who seek to capture the discount.
Robustness
In this section, we perform several additional robustness checks to ensure that our results
are not sensitive to our specific variable definitions or empirical design.
In unreported analysis, we focus solely on nonfinancial firms and obtain results similar to those reported in the paper. We consider alternative measures of firm profitability and use different definitions of net income and EBITDA, and obtain similar results. We also use alternative measures of firm size, e.g., market value instead of total assets, and the results are unchanged. We then use several dummies to measure blockholders with more than 5%, 10%, and 20% instead of the percentage of the capital held by the largest shareholders, and our results are again qualitatively unchanged. Further, when we implement different matching procedures to generate the results in Table 5 , we obtain similar findings. We also consider thresholds of 40% and 50% for dividend cuts (instead of 30%) in our dividend cut subsample and obtain similar results.
Conclusions
This paper presents an empirical analysis of the choice to offer optional stock dividends by 
SBF 120
Dummy variable that equals one if a firm is in the SBF120 index and zero otherwise Size Logarithm of the book value of total assets (in thousand Euros) MtoB Aggregate market value of the firm divided by aggregate book value Cash Cash and cash equivalents divided by book value of total assets Debt Sum of short-term and long-term debt divided by book value of total assets EBITDA/Assets Earnings Before Interests, Tax, Depreciation and Amoritization, divided by the book value of total assets Net Income Variation Change in net income between two subsequent years, expressed in percentage.
Amihud Illiquidity Factor
Amihud factor, computed for firm i as:
Where rit is firm's i stock return on date t, EVolit is the exchanged volume -expressed in Euros -on date t, and Di is the number of days with available data during the fiscal year prior to a dividend payment. Relative difference between the effective stock price at the end of the conversion period and the issue price for shares issued through an OSD payment
Short Term Illiquidity
Effective Discount
Relative difference between the effective stock price at the effective payment date and the issue price for shares issued through an OSD payment [2003] [2004] [2005] [2006] [2007] [2008] [2009] [2010] [2011] [2012] . Industries are identified using the 1-digit SIC Code classification. Column 1 reports the total number of dividend payments in each industry, including optional stock dividends. Column 2 reports the number of dividends payments in each industry as a percentage of the total number of dividend payments. Column 3 reports the total number of OSD in each industry. Column 4 reports the number of OSD in each industry as a percentage of the total number of dividend payments in each industry. (1) to (5), the dependent variable is equal to: 0 in the case of a dividend omission (No Div), 1 in the case of cash dividend payment, regardless of the variation of the DPS and 2 in the case of an Optional Stock Dividend (OSD). Column (6) presents the results of a slightly different specification, where the dependent variable equals: 0 in the case of a dividend omission or a cash dividend payment with a decrease of the DPS larger than 30% (Div Cut), 1 in the case of a dividend payment with a non-negative change of the DPS and 2 in the case of an OSD. In all specifications, the baseline for the multinomial logistic regression is at the dependent variable being equal to 1. Dividend initiations are excluded. Definitions of all variables are reported in the Appendix. Robust standard errors clustered by firm are used. The corresponding p-values are reported between brackets. ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. equity market price reaction to, respectively, Optional Stock Dividend (OSD) announcements, dividend cut (omissions or dividend decreases by more than 30% for former dividend paying firms) announcements, cash dividend announcements (regardless of the variation of the DPS). The equity market price reaction is computed as the cumulative abnormal returns (CARs) for a particular window around the announcement day. Daily abnormal returns are computed using a market model for the CAC-All Tradable index. Market model parameters are estimated over a 250-day window ending 11 days before the announcement date. Announcement day is denoted as date 0. Patel t-statistics are reported for each series of CARs. T-statistics for the test of difference in means with the subsample of OSDs are reported for each subsample of dividend cuts and cash dividends. ***, ** and * indicate significance of t-statistics at the 1%, 5% and 10% levels, respectively. regression results of abnormal stock returns upon the announcement of a dividend payment. Abnormal stock returns for each dividend announcement are computed as the cumulative abnormal returns (CARs) for a particular window around the announcement day. Daily abnormal returns are computed using market model for the CAC-All Tradable index. Market model parameters are estimated over a 250-day window ending 11 days before the announcement date. Announcement day is denoted as date 0. Our variable of interest is the OSD dummy that is equal to 1 in case of an Optional Stock Dividend (OSD) payment. Columns (1) to (6) present the results on the subsample of dividend cutters (omissions or dividend decreases by more than 30% for former dividend paying firms) and firms that switch to an OSD. Columns (7) to (12) present the results on the subsample of optional stock dividend and cash dividend payers. We run both OLS and 2SLS regressions on each subsample. In the 2SLS specifications (i.e. columns (4) to (5) and (10) to (12) (OSD) . The sample consists of OSD payments during the period 2003-2012 for which we are able to: (i) compute the effective takeup and (ii) identify the end of the conversion period. GM to Ex-Div is the natural logarithm of the number of days between the General Meeting and the ex-dividend date. Duration of Scrip Option is the natural logarithm of the length in days of the conversion period. Switch to OSD is a dummy that is equal to 1 when a cash dividend paying firm switches to paying an OSD and 0 otherwise. Definitions of all other variables are reported in the Appendix. Robust standard errors are used. The corresponding pvalues are reported between brackets. ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively.
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(1) , both at the end of the conversion period and at the effective payment date. Equity trade abnormal volumes are computed as the cumulative abnormal volumes (CAVs) for a particular window. Daily abnormal volumes are computed using an event study approach based on a mean model. We use the natural logarithm of volumes to compute both daily and mean trading volumes. Mean trading volumes are estimated over a 250-day period, ending 11 days before the announcement of an OSD payment. Daily abnormal volumes are computed as the difference between trading volumes on a given date and the relevant mean trading volumes. The equity market price reaction is computed as the cumulative abnormal returns (CARs) for a particular window around the announcement day, the end of conversion period and the effective payment day. Daily abnormal returns are computed using a market model for the CAC-All Tradable index. Market model parameters are estimated over a 250-day window ending 11 days before the announcement date of an OSD payment. For each characteristic date, the event date is denoted as date 0. Brown and Warner (Patel) t-statistics are reported for each series of CAVs (CARs). ***, ** and * indicate significance of t-statistics at the 1%, 5% and 10% levels, respectively. An optional stock dividend has been offered in 2011 (dividend per share 2010, 2.50€), but the firm presents the historical series of dividends without mentioning the stock dividend, neither on the website, nor in the reference documents of the following years.
